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Preface

OUR RESEARCH over the past three decades has led us to conclude that
winning organizations:

1. Have strategies encompassing well-aligned cultures as well as
market and operating foci desighed to deliver results and
process quality (versus products and services) to important con-
stituencies.

2. Achieve results and process quality through the following:

» adherence to promoting relationships in what we call a value
profit chain, one designed to foster customer, employee, part-
ner, and investor loyalty, trust, commitment, and ownership.

= reliance solely on those measurements and incentives that re-
flect primarily the means of achieving the strategy and, secon-
darily, the goals of the strategy.

m establishment of strong cultures (based on widely shared val-
ues) that foster adaptive behavior as well as the development of
ideas and people.

3. As a result, achieve superior “brand” franchises, encompassing
all those things that contribute to an organization’s long-term
status as the preferred seller, buyer, employer, neighbor, or place
to invest.

This work, which was inspired by scholars we cited at the time, stimu-
lated many other researchers to test our conclusions in a variety of busi-
ness settings. More than 40 examples of this effort, all based on
empirical research, are reviewed in Appendix A. All but two supply evi-
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dence supporting our conclusions concerning one or more of the links in
the value profit chain. We believe we can provide possible explanations
for the exceptions.

Ideas embodied in the value profit chain are regularly employed today
by consulting organizations large and small. One of the most compre-
hensive of these efforts, supported by findings from detailed analyses of
a large database of experience, is even touted as a “total blueprint for
worldwide capital.”

Our homework in support of value profit chain thinking began with
the introduction of a new course, Management of Service Operations,
into the Harvard Business School curriculum by Earl Sasser in 1972.
This inspired other research that resulted in the publication of three
books.? The first of these essentially laid out the hypotheses that would
later evolve into value profit chain concepts. The second examined ways
in which these concepts were being applied to create what we called ser-
vice breakthroughs. The last provided, through research in more than
200 large corporations, factual evidence about the kinds of strong corpo-
rate cultures that did—and did not—support outstanding long-term per-
formance.

The work continued with the publication of a Harvard Business Review
article, “Putting the Service Profit Chain to Work,” in 1994 and a book
that expanded on the theme.? The article and the book presented evi-
dence to support a set of relationships accounting for much of the corpo-
rate profitability and growth that we had been observing throughout a
collective experience of nearly 100 years of teaching, consulting, and
managing. It was intended to provide a fact-based roadmap for leaders of
for-profit and not-for-profit service organizations wishing to upgrade the
performance of their organizations, based on a pattern of experiences ob-
served in the very best service organizations, ranging from Southwest
Airlines (from shortly after its founding to the present) to the New York
Police Department (under then-commissioner William Bratton).

Our goal was to set forth an organizing framework that was simple,
workable, measurable, and memorable—all essential to effective imple-
mentation. The service profit chain and its related concepts served the
purpose on all counts. It was so simple and intuitive that it has been la-
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beled obvious by some of our critics, a label we regard as the ultimate
compliment. In a sense, our goal was to provide a cookbook intended to
demystify a number of overly complex management concepts, not unlike
what Julia Child achieved in simplifying and providing wide access to the
intricacies of French cooking in her writings and television programs.

Our past work, concentrated primarily in the service sector, raised
more questions than it answered, among them the following: (1) Can
these ideas that have worked well in greenfield start-ups provide the basis
for transformational change in ongoing enterprises? (2) Can they be ap-
plied in manufacturing as well as service-providing firms? (3) Assuming
the ideas are applicable, where does one start in introducing change into
an existing large organization? (4) Regrettably, more recently, how do
these ideas hold up in the face of a massive “discontinuity,” such as the
terrorist attacks of September 11, 2001, or economic contractions associ-
ated with a recession? Over the past 5 years, we have had an opportunity
to come up with responses to these questions, albeit responses that may
lead to yet other questions.

Value is the uniting theme running throughout our recent observa-
tions and measurements and those of others. We are speaking here of
value for all major constituents of an organization: its clients, its employ-
ees, its suppliers, its investors, and its communities, among others. This
includes value for organizations that are manufacturers or service
providers. It also includes value for important stakeholders in both for-
profit and not-for-profit organizations.

The goals are to (1) maximize value in a web of relationships and (2)
ensure that value is distributed in ways that are perceived as fair. Value
improperly apportioned among important stakeholders leads to eventual
failure, as so many Internet start-ups demonstrated in recent years. In an
attempt to impress potential customers with free or nearly free goods
and services, the start-ups, under the “get big fast” mantra, neglected
value for many investors and employees. Unless value generates value
for all important players in the chain, there is no fuel to drive the next
cycle of the socioeconomic internal combustion engine.

It is easy to assume that everything is managed for value of some
kind. Who wouldn’t attempt to achieve it? If this is the case, however,
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why are only a few organizations able to deliver on the promise and many
more of their competitors unable to do so? Further, surprisingly few or-
ganizations are capable of completely rethinking their businesses. Fewer
yet identify with any enthusiasm and creativity the core values that guide
the enterprise. Finally, only a select circle of managers has the mind-set
and skills to manage the change required. What can be done about this
are issues to be addressed here.

We know much more now than we did only several years ago. For in-
stance, we have learned that organizations achieving what is described
earlier:

1. Don’t have to trade off objectives of achieving low cost or a differ-
entiated position in the minds of customers (something Collins
and Potrras in their landmark book, Built to Last, have labeled
“avoiding the Tyranny of the OR, and embracing the Genius of
the AND.”)*

2. Know no bounds, either in terms of geography or organizational
reach; they can organize and lead entire supply chains.

3. Can achieve astounding size, encompassing a million employ-
ees or more.

We have also learned that the concepts set forth in The Service Profit
Chain are not confined to the creation of greenfield organizations we
have studied closely—the Southwest Airlines, the Cisco Systems, and the
Wal-Marts—whose founders and leaders understood them (and con-
tinue to understand them) well. They can be employed in rethinking and
remaking organizations—in managing organizationwide change, either
under the pressure or in anticipation of crises, as we have seen in organi-
zations as diverse as IBM, Alcoa, Office Depot, and the Willow Creek
Community Church,’ or they can be employed to reenergize organiza-
tions to sustain outstanding performance, as at General Electric.

The last 20 years, beginning with the publication of Tom Peters’ and
Robert Waterman’s book, In Search of Excellence, have produced a myriad
of “roadmaps” for managers. A veritable blizzard of disparate ideas, such
as economic value added, culture change, differentiation, the profit zone,
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customer relationship management, the value chain, knowledge trans-
fer, supply chain management, and the balanced scorecard, confronts
the thoughtful manager today. The intensity of interest in these ideas has
been heightened by the speed with which organizations have experi-
enced such phenomena as globalization, deregulation, and privatization.
The technological advances leading to the so-called New Economy have
given new emphasis to the need for speed in management decision-
making and implementation. The turn of the century—ushered in with a
visible increase in terrorism-inspired reflection on personal values,
lifestyles, and work styles—is prompting much speculation about the na-
ture of the twenty-first-century company. Without an organizing concept
based on empirical research and fact, today’s leaders are faced with a
daunting, somewhat confusing, ideologically biased, and potentially dis-
ruptive body of ideas. The value profit chain is just such an organizing
concept. It provides the missing link between many of these manage-
ment roadmaps.
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SUCCESS DRIVEN AND SUSTAINED by value profit chain thinking starts
with attention to what we call the “performance trinity,” comprising lead-
ership and management, culture and values, and vision and strategy. The
third of these elements is “hard” in character but the easiest to formulate.
The real challenge is in the first two “soft” elements. The performance
trinity is implemented in the context of a world of sociological, technical,
regulatory, and economic change. While providing the starting point for
sustainable change, it is also a backdrop for other value profit chain con-
cepts. It is the foundation for achieving five value profit chain virtues—
leverage, focus, fit, trust, and adaptability—leading to a sixth, value for
customers, employees, partners, and investors. Of these, trust and adapt-
ability result from winning cultures and values. Leverage, focus, and fit
are largely achieved through vision (goals) and strategy (ways of achiev-
ing the goals), something we call the strategic value vision.

The strategic value vision targets customers for which value is to be
created, primarily through the vehicle of a “value concept”—a business
definition—based on results and the way they are to be attained (process
quality), not products or services. The value concept is achieved with
maximum benefit for customers, employees, partners, and investors
through an operating strategy that seeks to leverage results over costs by
means of such factors as organization, policies, processes, practices,
measures, controls, and incentives. All this is supported by a value deliv-
ery system comprising elements of an organization’s infrastructure.

The virtues of leverage, focus, fit, trust, adaptability, and value are
achieved through an array of levers. Foremost among these are informa-
tion technology, knowledge transfer, supply chain management, value
exchange, operating strategy, and such financial concepts as economic
value added, all representing important elements of operating strategy in
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the strategic value vision. The relationships between elements of the per-
formance trinity, value profit chain virtues, strategic value vision, and
these levers are illustrated in Figure 1. The levers in turn fuel the value
profit chain itself.

The value profit chain, core to sustaining outstanding performance, is
shown in Figure 2. It is based on “value equations” for customers, em-
ployees, partners, and investors. For customers, the appropriate value
equation is

Value = Results + Process Quality
Price + Customer Access Costs

For employees, it is adapted to read:

Value = Capability + Work Place Quality
1/Wages + Job Access Costs

Similar adaptations are shown for partners and investors in Figure 2.

Important to this thinking, which is based on empirical research, is
that elements of the cycle are self-reinforcing. Employee value leads to
the satisfaction, loyalty, and productivity that produces customer value,
satisfaction, loyalty, trust, and commitment. Satisfied, loyal, trusting, and
committed customers are the primary driver of company growth and
profitability, important determinants of investor value. Finally, the fruits
of growth and profitability are reinvested in value for partners (suppliers,
communities, and others), employees, customers, and investors.

Some of the best examples of value profit chain thinking are organiza-
tions that were established on the basis of many of these ideas. They in-
clude Southwest Airlines, Wal-Mart, the Vanguard Group of mutual
funds, ServiceMaster, and Shouldice Hospital, organizations from which
we have learned a great deal firsthand. What about leaders of organiza-
tions that were not founded on these ideas, organizations seeking to be-
come more than just merely good? How do they cut into these seemingly
self-contained, self-reinforcing relationships? Where do they start in the
process of developing sustainable performance excellence? How do
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B Figure 2 THE VALUE PROFIT CHAIN

AN

Employee Value! (\“ Partner” Value? Investor Value>
A
\» v J
Customer Value*

1 Employee Value Equation = Capability to Deliver Results + Quality of Workplace

1/Total Income + Job “Access Costs”

2 “Partner” Value Equation = Revenue + Quality of Relationship

Costs of Doing Business

Returns to Investors + Investments in
3 Investor Value Equation = R&D, Employees, Customers, and Partners

Investment Base

Results + Process Quali
4 Customer Value Equation = Quality

Cost (Price) + Customer Access Costs

those organizations achieving value profit chain excellence sustain their
positions in a rapidly changing competitive environment?

Further research as well as practical experience since our earliest writ-
ing suggests some very clear starting points. The few quantitative studies
of cause and effect support practical experience and management intu-
ition. Change begins with a leadership team capable of creating value for
employees, among other factors centered around employees’ capability
to deliver results to valued customers. It is driven by a reevaluation of cul-
ture and values just as importantly as it is by new visions or strategies. It
is led, not merely managed.

In just the past few years, value profit chain concepts have been used
as an underlying driver of change to one degree or another in a wide
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range of organizations, including Harrah’s Entertainment, Au Bon Pain,
Taco Bell, Omnicom, AC Nielsen, Office Depot, Limited Brands, Ameri-
can Express, PNC, Continental Airlines, Sears, SYSCO, and Loomis
Fargo in the United States. In other countries, the list includes British
Airways, BUPA (in England), CEMEX (in Mexico), Swedbank (Sweden),
the Bank of Ireland, and the Nova Rede division of Banco Comercial de
Portugués. ‘

m Organization of the Book

We begin by revisiting the remarkable accomplishments of two organiza-
tions that have delivered value to customers, employees, partners, and
investors for years—Wal-Mart Stores and the Vanguard Group of mutual
funds. Both have risen to leadership positions in their respective indus-
tries by maintaining a strict adherence to value profit chain thinking. Be-
cause these organizations were based on value profit chain concepts
from the outset of their development, we next turn to companies such as
IBM that have more recently realized growing success through a trans-
formation based on this kind of thinking.

The process of leading change requires either the presence or the cre-
ation of dissatisfaction with the status quo within an organization. With-
out this, the foes of change—stasis and equilibrium—continue to
prevail. The second section of the book suggests ways leaders can disturb
the equilibrium and develop such dissatisfaction, ways we have found
useful in our work. The first of these, addressed in Chapter 3, is the esti-
mation and communication of information about customer lifetime
value, a process that often yields astounding information and a wake-up
call to management to reduce customer defections. The second, the sub-
ject of Chapter 4, is an estimation and communication of employee
value, a process that inevitably elevates the importance of retaining pro-
ductive talent in an organization. Finally, in Chapter 5, we address ways
of mobilizing for change by challenging strong, often nonadaptive, cul-
tures. Here the experiences of James Kinnear, then president and CEO of
Texaco Inc., are both remarkable and instructive.

Once awareness of the need for change has been created, it is impot-

xix
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tant to turn to ways of engineering value profit change through superior
models and processes for action. The starting point is a reengineering of
the performance trinity. The experiences at Office Depot, the world’s
largest office supply organization, suggest that there is a hierarchy within
this trinity in which leadership and management first influence culture
and values and then develop a vision and strategy, all of which have a
high degree of “fit” with one another.

The final four chapters of this section deal with levers for change.
Chapters 7 and 8 deal with two important stakeholders that drive perfor-
mance, employees and customers. They argue that in working with em-
ployees we can learn a lot from insights about how to treat customers, as
is the case in organizations as different as Cisco Systems and the Willow
Creek Community Church. The reverse is also true, as we see in a sub-
sidiary of one of the largest global providers of marketing communica-
tions and services. Chapter 9 concentrates on the long-term significance
of a very simple but powerful concept, value exchange— what an organiza-
tion gets for what it gives in relating to customers, employees, and others
by utilizing the levers of information technology and knowledge transfer.
Experiences at Capital One, a leading practitioner of the concept, help us
understand how it must extend to all links in the value profit chain to be
truly effective. Finally, Chapter 10 reviews other important levers for
achieving value (leveraging results and process quality over cost) in the
chain, utilizing what we have learned over 27 years of contact with South-
west Airlines, during which time we and our colleagues have prepared
several case studies of the organization.

Once value is achieved for employees, customers, partners, and in-
vestors, the primary challenge is to cement the gains and sustain perfor-
mance. This involves revisiting the core values, those shared beliefs that
provide the heart of an organization’s culture, in ways illustrated by IBM,
Johnson & Johnson, Cisco Systems, and others, our concern in Chapter
11. It argues for the development of measures and methods for recogniz-
ing performance on important dimensions of the value profit chain
through balanced scorecard concepts, as illustrated by experiences at
Mobil, Sears, and others that are described in Chapter 12. Next, perfor-
mance can be “hardwired” by redefining the very purpose of an organiza-
tion in terms of solutions, then guaranteeing their delivery to customers.
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Efforts at CEMEX (for ready-mix concrete), Intuit (personal financial
software), and eBay (the “people’s” trading exchange), described in
Chapter 13, provide important examples to suggest the potential in this
concept.

The book concludes with the ultimate method for sustaining organi-
zations that set the pace in their fields of activity over long periods of time
through listening, learning, teaching, best practice, and knowledge
transfer, all behaviors requiring enlightened leadership that is all too rare
these days. Here, rich examples from the Omnicom Group, a global ad-
vertising and marketing communications firm, and GE help shed light
on the complex set of efforts needed to make “the corporate brain” func-
tion effectively.

m AFinal Note

In the process of exploring the value profit chain we have learned some-
thing about what we still don’t know. Others have tested our ideas and
discovered complexities in the relationships that we may not have de-
scribed fully. We have been able to collect much more data and many
more examples to suggest conditions in which the process of unlocking
value in the value profit chain is particularly applicable.

Most important, we have become convinced that the thinking behind
the value profit chain provides a basis for sorting and organizing the con-
fusing array of ideas for managers being advanced today. It helps bring
order out of chaos while providing a basis for benchmarking an organi-
zation against best practice on various dimensions of the chain, as sug-
gested in the audit we have included as Appendix B to the book.

There has been a long-running debate about whether more value is
created out of the formulation or implementation of strategy. A parallel
debate has centered around strategy as primarily (1) a question of posi-
tioning an organization against competitive forces and the needs and rel-
ative power of important constituencies, or (2) a process of identifying
and developing core competencies in capitalizing on a “position.” Nei-
ther of these is a particularly useful debate because strategy formulation
means so many different things to different people—everything from



